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Chapter1 
Management accounting: its role in managing 
organisations' business risk and other environments 
1. Introduction 
In the last four decades, the role and focus of management accountin~ and business 
organisations' internai operating and extemal business environments have undergone 
significant change. While the rapid improvement in a wide range of business 
technologies and infrastructure has aided this change, it has al50 been driven by 
significant increases in global and domestic competitiveness, deregulation of labour 
markets across all sectors, alJ.d international commercialisation of the public sector. This 
change has aIso been influenced by past economic events and, more recently, the 
significant and nurnerous global business organisation failures of the late 19905 and early 
2000s (Clarke & Dean, 2(07) and their resultant global impacts. Globalisation has 
contributed te the complexity of an organisation's operating environment through the 
exposure of ail organisationS to increased sources of business uncertainty. In doing so, it 
has increased the types and levels of business risk considerations that an organisation is 
exposed to. This increased exposure has resulted in a greater need for improved 
identification and measurement of internal and external organfsational performance 
information. 
The more recent global push to actively manage human greenhouse gas effilSSlons 
(GHGs)1, via financial mechanisms such as emissions trading schemes2 (ETS) (IASB,2008), 
shows the growing complexity and changing business risk environment for all 
organisations, both public and private. Through recent initiatives such as the E1S a wider 
range of once external organisational contingencies now have sorne degree of impact on 
an organisation' s internal operating envirorunent as weil. 
This is the first of two books that addresses the management accounting implications, 
which confront public and private organisations 'doing business' in this globally 
influenced competitive and volatile business environment. Using a business risk lens, this 
book focuses on internal operational activîties and processes in relation to an 
1 Human caused emissions of greenhouse gases refers to a layer of gases around the earth's 
atmosphere. TItis layer of GHGs prevents sorne of the earth' s racliating heat from escaping 
into space, resulting in global warming and climate change. These hwnan-induced changes 
in atmospheric composition are primarily from emissions associated with energy use. 
However, a change in land usage and urbanisation of country land also affects global 
wanning. 
2 Emissions trading schemes are designed with the overall purpose of reduang emissions of 
GHGSs using tradable emission pennits, the priee of which is driven according to the law of 
dernand. 
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organisation's internai operating environment. ln doing 50, external sources and types of 
business risk cannot be ignored. 
The practical implications of focusing o n an organisation's internai operating 
environment are dealt with through the consideration of the various types of costing and 
control systems, and performance information, which managers invariably require. 
Managers so enabled can control internally generated sources of business risk, makc 
dedsions, and develop positive organisational behaviour, ail of which are condudve to 
optimising organisational performance. This is achieved by leveraging off traditional or 
production focused acco unting and contemporary management accounting, which have 
an activity and proccss focus. The companion book, 'Aeeounting for tl,e Organisation's 
External Ellvironments and Risk: Strategie Decision Making and Per[onna11ee 
Management', adopts a s trategy-based management accounting focus in examining how 
an o rganisation might identify and control for external sources and types of business risk. 
Motiva ting this categorisation of the two books' focus is the relative control an 
organisation might exerdse over the management of internally and externally generated 
sources of business risk. 19noring the possibility of organisation resource constraints, 
intemally generated business risk is more dircctly controllable and arguably less volatile 
than externa lly caused business risk. In other words, internaI business rela tionships 
formed to operationalise business strategies are more controllable than those formed with 
external business parties. This is due to relationship power and control relativities, which 
automatically differ between an organisation's internaI environment and its extem al 
environments. While an organisation must consider business risks that o riginate both 
inside and outside the organisation, both sources o f business risk have the capaci ty to 
cause difficulties and hardships, and, if not sorted, then business failure. ft was primarily 
based on the above assumptions that the authors decided upon the focus of each of the 
two books. 
2. An overview of the changing management accounting 
environment 
Arguably, management accounting grew out of financial acrounting. Pacioli, in his 1494 
book 'Sll1nma de arithmetica, Geometria, Proportioni et Proportollalita'J codified 
accounting as a means of recording the financial flows associated with doing business. 
His book presented a description of how Venetian merchants kept accounts and recorded 
costs (Edwards, 1994; Mills, 1994). If you likc, Pacioli is often credited with ma king public 
a framework for facilitating the bcginnings of a financial performance monitoring and 
reporting system. However, sucb systems were used in Italy and other countries such as 
India many centuri es before Pacioli's time (Khanna, 2007) . 
During the industrial revolu tion of the 19lh century, engineers and production managers 
applied this financial framework to devclop ways of capturing the costs associated with 
producing goods for sale. Although sorne management accountants argue that the 
demand for management accounting information began wÎth the industrial revolu tion 
Oohnson & Kaplan, 1991), thcre is cvidencc that management accounting-type 
information was used from at least the 15OOs. Ed ler's (1937) examination of the journals 
3 This translates as 'everything about arithmctic, geometry and proportion'. 
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and ledgers of a 16th century Dutch printer, Plantin, found that by that point book-keeping 
was at a very advanced stage. The examination also showed that Plantin was aware of 
the problems associated with the determina tion of an item's cost. Other practices such as 
the concept of standard costs4 can be traced back to medieval times, while those relating 
to cost estimates, profit and incremental cost ideas for planning and decision making had 
been detected in 16th century business organisations (Edwards & NeweU, 1991). 
McKendrick's (1970) historical anaIysis of cost accounting at the Wedgwood Potteries 
during the 1770s found that management used costing information to aid its decision 
making and cost-policy formulation. Oilier late 18th century developments included 
return on investment5 ideas, the recogni tion of differences in cost behaviotrrô, basic 
transfer pricing7, performance assessment and cost control systems (Edwards & Newell 
1991). These budgeting, control and performance management-type practices were 
transferred to the Australian and New Zealand colonies in the late 18th and 19th centuries 
(Fowler, 2006 & 2008). 
Unfortunately, or fortunately for the accounting professions, economic crashes such as the 
'South Sea Bubble' (1720), the 'Long Depression' (1873-18%), the 'Great Depression' 
(1929-1933), the 1970s international recession, 'Black Monday' and subsequent stock 
market crashes (1987), the' Asian crisis' (1997), and the more recent collapses by the likes 
of Enron, WorldCom and ffiH (Health International Holdings) insurance group, (Sinclair, 
2000; King, 2003; Oarke & Dean, 2007), have allowed management accounting to grow in 
importance if not s tature. Over this time, there has been growing pressure fo r private and 
public sector transparency of, and for, accountability. ln addition, the push by owners 
and kèy externaI stakeholdelS, such as banks, securities markets and govemments, have 
resulted in a need for managers to build a greater infonnation base upon which to report 
to these bodies and al50 better manage the organisations they control. The managers' 
need has also been intensified by the impact of deregulation, technologicaJ and global 
competitive pressures that have national, regional and local implications. 
The unique nature of the finandal recording and reporting system in capturing 
information from aIl aress within the organisation has provided a framework upon which 
management can react to economic crises and changing owner and key stakeholder' s 
demands. Over time, the basic accounting system has heen extended into a management 
information system (MIS) and more recently a management control system (MCS). A 
conternporary MCS incorporates the financial recording and reporting system, the 
4 Standard costs (priees) refer to the standard (benchmark or 'norm') that should he paid by 
the organisation for each element/ item of its products' input. This is discussed in Clrapter 5. 
S Retum on investment (ROI) in a project or business venture cao be defined as net operating 
income divided by average operating assets. ROI is discussed in detail in the companion 
book. 
6 Cost behaviour refers to how a cost would react to changes in an organisation' s leve1 of 
activity. Sorne costs will remain constant while others may increase or decrease. This is 
discussed in detail in Chapter 3. 
7 Transfer pricing is a technique utilised to arrive at a suitable price that an organisation 
would use for the transfer of goods or services to another division of the same organisation. 
Transfer pricing is discussed in detail in the companion book. 
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performance management system, the human resources management system, the 
production management system, and so on. Due to environmental pressures, the MCS 
has become a system that captures not only information about fmandal and non-finandal 
resource transactions, but also gathers information assodated with the total resouree 
investments of the organisation, that is, both its human and non-human resource 
invesbnents. 
2.1 External business environment pressures and approaches for 
managing uncertainty and business risk 
To manage Wlcertainty and business risk changes caused by external business 
environmental pressures (as above), bath traditional and contemporary management 
accounting need to adapt their process driven casting, perfonnance monitoring and 
reporting, and control activities. Management accounting's initial change from its 
previous operationally focused role was influenced in the 19605 by the identified need for 
business organisations to establish a focus through a c1ear mission statement8 and stated 
goals necessary to achieve that mission (Perrow, 1%1 & 1967). Pressure for change was 
increased tlu-ough the emergence of a contingent view9 of the business-operating 
environment in the 1970s (Galbraith, 1973). The need for a strategie management control 
focus was recognised in the 1980s (Otley, 1980) and there arose a greater awareness of 
human business behavioural implications of accounting numbers and ratios and 
performance measures (RAPM) (Brownell, 1982 & 1987; Brownell & Hirst, 1986). 
Additionally, during the 1980s an awareness of the application of static and dynamie 
contraIs by organisations in managing the uncertainty associated within and across 
dîffering strategy choices was developing (Simons, 1990 & 1991). 
The 1990s · saw a re-ernphasis of the importance of strategie performance planning 
(Kaufman, 1992) and performance management (Langfield-Smith, 1997; Otley, 1999; 
Kaplan & Norton, 2(01), initially recognised in the 19805. Operational strategies were 
developed ta internally recognise and manage extemal sources of risk and include new 
approaches such as: just-in-time (JIT) production plann.ing; total quality management 
(TQM); value chain management; target costing; capital budgeting; balanced scorecard 
performance planning and management; and environmental cost managementlO• These 
new approaches, along with the more traditional internally focused management 
accounting techniques and frameworks, have been incorporated into organisations' 
operations and control systems. 
The eoming of the 2151 century has brought with it not only reminders of what we need to 
do better, through the corporate coHapses, but also new challenges giving rise to different 
8 Developing the mission statement is discussed in detail in Sub-section 5.2. 
9 A contingent view of the business operating environment refers ta a view of the business 
operating environment that is dependent upon, or determined by, something else, or 
something incidental to something else. ln other words, a contingent view encapsulates 
uncertainty and business risk in the form of an event or possible occurrence that may accur 
but which is not likely or intended to occur. 
10 The approaches referred to in this paragraph are discussed in the cornpanion book. 
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sources and types of business risk that need to be manage<! and incorporated into an 
organisation's MCS. With the reœnt international recognition of the need to manage 
em.issions of human<aused GHGs and carbon emissionsll in particular, there is now a 
need for organisations to determine their own carbon footprint12• Organisations should 
develop strategies and MCSs to manage the financial and environmental resource 
implications of that footprint. The use of financial mechanisms such as ETS can be viewed 
as one possible strategy. 
Employmg the concept of business risk as a means of control and determining the degree 
of uncertainty that different sources and types of uncertainty pose for an organisation is 
not new. Since the late 1980s, auditors have developed an audit risk model (Gay & 
Simnet, 2005) to assist them in assessing the number, level and types of audit activities 
(i.e., the arnount of audit procedures) they need to undertake. This helps achieve an 
acceptable level of audit risk for the auditors associated with conducting a client specifie 
(auditee) extemal audit. The audit risk model considers both the external and internai 
inherent risks the auditee organisation faces, e.g., organisation resource constraints, 
industry risk, country risk, management quality, competition, level of existence of internaI 
controls, etc. (Gay & Simnet, 2005); and control risk, e.g., quality of existing internaI 
controls, effectiveness and' efficiency of internal control operations, existence of 
appropriate strategies fo r dealing with inherent risks, etc. (Leung et aL, 2(04). The critica1 
component of the audit risk model for an auditor in assessing an appropriate opinion is 
detection risk (Leung, et al., 2004). Detection risk is about identitying the number, level 
and types of audit activities,_dependent on assessed auditee's inherent risks and control 
risk, nèCessary to meet the auditors predetermined level of acceptable audit risk (Leung. 
et al., 2004) in issuing an incorrect audit opinion. 
The relevance of the audit risk model to management accounting is heightened by its 
focus on exarnining the very MCS that management accountants are responsible fOL The 
importance of the audit risk model's use of business risk as a pcoxy for degrees of 
uncertainty is reinforced by the joint AS/NZS 4360:2004 'Risk Management' standard 
released in 2004 by the Austra1ian standards and New Zealand standards setting bodies 
(AS/NZS 4360:2(04). However, the determination of an organisation's business risk is a 
function of strategy outcome performance that would require strategy based accounting 
to determine and assess. Strategy based accounting is discussed and examined further in 
the companion book. The focus of this book is the internal operational activities and 
processes performed by an organisation within its internal operating environment (i.e., an 
organisation' s internai environment). This focus considers the types of costing and 
control systems, and performance information that managers need for controlling 
internally generated sources of business risk, making decisions and generating 
organisational behaviour that is conducive to optimising organisation's performance. 
However, this focus does not prec]ude consideration of the extemal business environ ment 
Il Carbon emissions refer specifically to carbon dioxide emissions (calculated in tonnes of 
carbon dioxide equivalent or tCOze). 
12 An organisation's carbon footprint is the total amount of carbon dioxide atlributable to the 
organisation's actions, mainly through its energy use, ovec a period of one year. However, 
the term 'carbon footprint' can also he used to mean the total amount of carbon dioxide 
emitted ovec the fuUlife cycle of a product. 
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and its management towards which sorne of the internaI operational processes and 
activities will invariably contribute. 
2.2 InternaI business environment pressures and approaches for 
managing uncertainty and business risk 
The preceding discussion has been on the growing coverage of the MCS and the work of 
the management accountant, that has been motivated by greater risk awareness and 
understanding of the external operating environrnent. However, significant 
developments have also occurred in the techniques and tools available to management 
accountants in respect of costing and con trois and performance measurement and 
monitoring systems, which are in part a response to external business risk influences but 
which are more about improving and managing the internaI organisational risk 
environment. 
Chapter 2 of this book examines internaI risk management, strategy, costing and control 
in an internai operating environment setting in greater detail. Cost allocation systems 
have evolved over the last 259 years to provide a basis for dividing costs into fixed and 
variable components based on the behaviour of costs. Fixed and variable costs and 
expenses are discussed in Chapter 3. This has provided a way of separating out 
information about fixed costs nonnally associated with expenditure on the likes of plant 
and equipment. These costs have potential long-term benefits for the organisation as 
opposed to those providing 'more immediate benefits to the organisation, whlch are 
directIy variable with variations in activity levels. Both direct material and direct labour 
costs associated with manufacturing an item or goods for sale are excellent examples of 
variable costs. Additionally, through being able to identify differing cost behaviours a 
basis is provided for cost-volume-profit (C-V-P) analysis to determine optimal gross and 
net margins, selling priees and volumes, and to reduce decision complexity and 
uncertainty about product sale performance. C-V-P analysis is discussed in Chapter4. In 
turn, a means is also provided for assessing the impact of differing cost allocation choices 
on decision making, employee behaviour and performance measurement and monitoring. 
In more recent times, because of bath technological change and growth in service 
industries, management accounting has developed techniques for dealing with increasing 
organisational overhead costs, whlch have traditionally been treated as fixed costs and/ or 
aUocated on a single organisation or pJant-wide basis. ln order to provide more 
informative perfonnance management, pricing and product maintenance choices, 
techniques for the allocation of common and service department costs to production 
department costs has been developed. Costing for corrunon and service department 
activates are discussed in Clrapter 5. These approaches attempt to ensure that product 
costs better represent all costs that contribute to their manufacture or service provision. 
Through identifying the contribution of service department costs to the production 
process in addition to those associated with the production departments, the pricing 
decision not only requires consideration of fewer fixed costs (and hence has greater 
accuracy), but also is richer when considering product substihttion and other competitive 
challenges and threats. Again, service department cost allocation irnproves internai 
management control risk through an improved understanding of the cost contributions in 
manufacturing a product and/or providing a service. This provides a mechanism for 
allocating administrative overheads more directly to product costs. In doing so, it 
provides a more informed basis upon whlch to assess the market competitiveness of a 
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product and/ or service and, therefore, a more informed decision as to whether or not to 
continue, revise or discontinue the product and/ or service. 
More recently, the development of a means to deal with burgeoning common and serviee 
department costs, as weil as changes in teclmology, increasing competition and the need 
to make additional decisions such as outsourcing.. meant the way overhead costs were 
traced and al10cated needed to change. Consequently, activity-based costing and control 
was developed. Activity-based-costing is discussed in Chapter 6. This approach argues 
that departments undertake a number of activities that can and do contribute to activities 
in other departments in producing organîsational outputs. Instead of allocating 
department costs to other departments, departmental costs are attributed to the different 
processes and activities performed by the department. A basis is then provided for 
accumulating the costs of each deparhnent on an organisational activity basis. This 
provides not only a way of identifying the costs associated with the output of that activity 
but also the relative input into each aclivity from each department and the relative inter-
dependencies between each department in respect of different aclivities. ln doing 50, 
improved information about the performance of the activity is provided as weil as the 
means for identifying component activity risk factors in terros of internal control 
implications. Furthermore, the overall business risk management impact of the activity 
can be assessed at an internal business risk assessment level. 
The costing behaviour and control advancements discussed above, also provide an 
appropriate way for businesses to better allocate costs to each job, such as 'car-
accident/crash' repairers, 'to-order kitchen cabinet.' manufacturers or even building a 
bridge, where a large proportion of the jobs are significantly different from one another. 
This provides not only a basis for tracking and monitoring the cost and performance of 
inputs, but also for competitive and profitable pricing of these short-term or long-term 
jobs. Specifie-order costing is discussed in Chapter 7. Additionally, an understanding of 
cost behaviour provides an improved basis for costing and performance monitoring and 
reporong about production processes such as the manufacture of soft drinks where 
hatches, or multiple amounts, of the one product are produced in a single process. 
lntegral to these advances in costing is the recognition of the need to manage the business 
risk associated with spoilage and wastage in the manufacturing or service providing 
processes. Process costing is discussed in Chapter 8. Implicitly, process costing also 
recognises the existence of joint- and by-products, which leads to an identified need for 
improved decision making through recognition of relevant costs and the implication of 
cost allocation decisions. This innovation is assisted by the need to consider ooly relevant 
information when identifying and managing constraints within the organisation 
(Goldratt, 1990). Joint- and by-products are discussed in Chapter 9. Ali of the 
considerations discussed above bring together factors that may he associated with 
managing the internal risk of the organisation 50 as to achieve a level of risk 
diversification or its alleviation/mitigation, through the organisation having more than 
one product or service in the market place. 
Supporting the preceding internal control and risk management t001s and activÎties 
developed for management accountants, are the advances made in cash budgeting and 
the implications that that advancement had fOf planning, as weIl as the variance analysis 
used for performance reporting and hehavioural management budgeting (ail of which are 
discussed in Chapters 10-12). Cash budgeting supplies a framework that provides a 
means of controlling the liquidity and going-concern risks that aU organisations have to 
conEront. It also ensures that a business tests its assumptions about the market potential 
for the goods and/or services that it provides in terms of revenue expectations. ln doing 
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so, it requires the organisation to make assumptions about: the timing of the collection of 
those revenues; the costs in getting the goods/services ready for market; future needs; the 
investment necessary to sustain the market and product quality; minimum cash levels to 
sustain and heJp grow the business; and any borrowing or financing to fund any üquidity 
shortfalls. The budget assumptions need to be regularly reviewed in terms of actual 
performance in each of the budget component areas and assumptions rnodified where 
required if internai control and management of internaI business risk is to be proactively 
managed to an organisationally acceptable levei. This is discussed in more detail in 
ChapterlO. 
Failure to manage internai business risk utilising the budget does have potential 
impUcations for extemal business risks associated with loss of customers through such 
factors as poor product quality through use of lower quaJity materials, poor maintenance, 
and/or lack of investJnent in plant, equipment and personnel, potentiaJ impact on 
customer base due to poor qualîty, etc. In order to control for these business risks and 
facilitate the review of the underlying budget assumptions and the performance of 
different activities within the organisation, a method for 'flexing' the master budget to 
reflect actual activity and costs has been developed, known as flexible budgeting. This 
provides a means for assessing actual activity against budgeted activity in terms of the 
price and efficiency of different activity inputs such as labour and materials and their 
impact on projected/planned/budgeted overall performance of the organisation. This is 
discussed in more detail in Chapters 11 & 12. In addition, by separating cost information 
(as described above) a basis for control over these input expenditures is provided, as a 
way of monitoring the performance of their application in achieving organisational 
outputs and outcomes; that is variance analysis, which is discussed in more detai! in 
Chapter 12. 
However, ·within the budget setting and review mechanism are implicit and explicit 
standards to be applied and performance targets to be met. Coupled with these factors is 
a history of management's negative use of budget performance as a penalising instrument 
rather than a business leaming and business assumption review tool. In more recent 
times the latter approach has been encouraged, but game playing' through initiatives such 
as the creation of budgetary slack (Bradshaw e t al., 2007) have contributed to tutintended 
behavioural outcomes of managers. Furthermore, management game playing also can 
influence the cost allocation choices made. These behavioural issues and the preceding 
issues relating to the sources and types of internaI business risk and the frameworks, 
mechanisms, treatments, tools and/or techniques that management accoun tants have 
developed and adapted are the focus of this book. 
3. A risk management approach to management accounting 
Management accounting prirnarily involves the use of accounting infonnation to assist 
with business decisions and in the management and control of the organisation. In 
management accounting we are, therefore, concemed with business decisions and the 
management of the business organisation, aU of which involves differing degrees of 
uncertainty and levels of 'total organisational business risk'. Every business decision has 
consequences, both good and bad. Every decision affects the profits and cash flow of the 
business organisation. 
Management accountants sec the bigger picture of how an organisation operates in doing 
business and the need to help managers sec the bigger picture as weil, not simply the 
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financiaJ numbe.rs. Accounting infonnation is not restricted to dollars and cents, but 
includes various physica1 numbers and narrative information. For example, infonnation 
alxmt: volumes; sales delivery times; product volumes and quality; service and/or 
production times; inventory volumes and quality; inventory ordering; labour hours; hours of 
service; kilowatt hours (KWHrs) of electricity; reliability of suppliers; etc., is neither 
adequately infonnative without a definition of what the nwnbers mean/represent, nor is it 
useful information without providing the assumptions about volume levels and times. As a 
management oriented accountant you need to be able to communicate with other 
accountants and financiaJ managers, understand the infonnation they prepare, question 
what they provide, and conunurucate with non-financial managers and other personnel in 
facilitating their understanding and use of the accounting information 50 as to assist them in 
managing and controlling their business units and assocÎated risks. 
Risk management is the latest development to influence and change the role that 
management accounting has in organisations. Sources and types of business risk can he 
bath positive and negative. People with a 'cup half empty view' of the worId perceive 
risk in a negative way. They would probably prefer the status quo to remain. People 
with a 'cup half full view' of the world would probably perceive risk as being relative to 
the achievability of the rewards associated with change and with the potential for a 
positive outcome. An important part of what a management accountant does is to ensure 
that relevant and decision useful infonnation is avaiJable to facilitate both possible points 
of view. The management accountant's primary audience is an organisation's 
management team. [n that t~am, there will he a range of risk appetites covering the whole 
spectrum from risk averse (probably the Chief Financial Officer (CFO» to risk seeking 
(probably the Head of Sales). The identification of an acceptable level of organisational 
business risk will need to he responsive to this diversity of management risk perception. 
In faciJ.îtating this, the management'accountant recognises that all things change and with 
it 50 does social expectations and norms. Sometimes in the past, management accountants 
have forgotten to reflect on what they have taken for granted in terms of change, trus text 
attempts to remedy this omission. 
This omission is addressed in terrns of managing the internal sources and types of 
business risk that the organisation needs to control for. In doing so, it demonstrates sorne 
of the ways that an organisation can proactively manage the performance of those 
controlling activities in optimising organisational outcomes. This risk management 
approach and its implications on costing and control are explained in greater detail in 
Chapter 2. However, prior to this we need to understand how business organisations 
opera te, their s trategie management process and how they identify their objectives, 
strategies and operational activities. 
4. How a business operates 
Generally, the objective of most business organisations is to make a profit. Other 
organisations may have other objectives, e.g., provision of a stated service such as 
education. Nonetheless, these organisations need to at least break-even in the long-term 
otherwise their financiers or funders may consider them inefficient. 
The process of business for an organisation is, in most cases, quite simple. Making a 
profit. or surplus, is not. People who work in, or interact with, a business organisation 
need to have an understanding of what happens in that organisation and whether it has a 
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financial objective of making a profit, breaking even or inClUTmg a 1055, and whether it 
will continue to do 50. 
To understand whether a business organisation is meeting its financial objective(s) an 
understandmg of costing, accounting, fmandal management and how money is used in 
organisations is needed. Many of these concepts you would have been introduced to in 
your introductory accounting course. However, to set the context for this text it is worth 
revising how a typical business opera tes. 
Figure 1.1 on the next page demonstrates how a typical profit-orientated business 
operates. It explains what happens in an organisation with a profit making objective and 
other strategies. In trus type of organisation, money cornes into the business from three 
sources: the owner(s), revenue(s) and loan(s). Money from the owner(s) is referred to as 
capital or equity. People mvest their money in businesses because they hope to obtain a 
greater retum from the profits (revenue residua1 after covering operating costs) of the 
organisation than if they were to have invested the money elsewhere. Before making the 
invesbnent they evaJuate the retum they hopej expect to get from their mvestment in the 
business organisation against other mvestments, as well as the degree of uncertainty and 
level of 'total organisationaI btJsiness risk' of the business failing and their losing their 
money. 
Money can aIso he in the fonn of finance (Ieases etc.) or short-term andj or long-terml3 
10ans to the business such as mortgages, other secured long-term 10ans, bank overdrafts 
and suppl,ier credit. A generaJ financing guideline is that the period for which a loan is 
obtained should he matched. by the life of the thing (asset) bought with the money 
borrowed. Sorne of this 'borrowed' money cornes from what is refereed to as current 
Iiabilities, which are the short-term commitments (i.e., those due for payment in less than 
12 months) of the business and represént forthcoming or future economic outflows from 
the organisation. Examples include trade or supplier creditors, sundry creditors (e.g., 
payment of telephone, fuel and stationery accounts), accruals such as wages earned but 
not paid, the bank. overdraft and other taxes owing or not paid over to the taxing 
authorities. 
The money is used to buy things that are used in the organisation to obtain future 
economic henefits OT infIows. These things can either he for use on an ongoing basis, or 
employed to produce the product of the organisation and are referred to as current and 
fixed assets. Fixed assets are what the organisation intends keeping and using for as long 
as they williast, or are useful for earning revenue fOT the organisation. Examples indude 
land and buildings, equipment, vehicles, furniture and computers. In contrast, current 
assets are the things that are acquired and used up in the organisation on a revolving 
basis. Examples indude inventory, accounts receivable (debtors) and cash (including that 
in the form of 'borrowed' money). Current assets are usually financed in part by ClUTent 
liabilities. 
13 Any period greater than 12 months. 
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Figure 1.1 
Typical business operation 
(Somce: adapted from Brooks, 2007, p.2) 
Revenue/sales/incorne 
Tax 
1 Profit 
Owner(s) ~ Money 
To buy things for 
Loan(s) i<--o 
inputs into the 
business. 
! The business The market The business' s 
The business 
customers. Labour converts the C AlI the people who 
-
labour and 
-
These couJd he 
work in the material into 
individuals (consumer 
business. products. NOTE: marketing) or other 0 Products can he businesses (industTial 
Material either goods or 
marketing, Le., 
business to business). 
Raw material in a services. 5 
manufacturing 
business, goods 
T bought for resale in 
a trading business. 
~S Overheads 
Rent, electricity, 
insurance, salaries, 
depreciation, etc. 
The assets, liabilities and equity are aIl components of the Balance Sheet or Statement of 
Financial Position. Note that it is usual to deduct the total of the carrent liabilities from 
the total of the current assets and refer to the difference as net carrent assets or net 
working capital. Working capital is a term that refers to the money available for the 
organisation to continue business as a going concem, which is rooney to purchase 
inventories and other things of immediate need in the conduct of business. 
The things the organisation purchases, such as labom, material, machines, electric power, 
etc., are combined to produce the product. The product can be either goods or services. 
In this book, the term 'product' will he used to refer to both. Goods are physical things 
like furniture or dothes. Services are things that are done for custorners like deaning, 
security, advice, etc., - what is heing sold is either service time or expertise. The product 
is then sold and in retum, income or revenue is earned. In order to make a profit. the 
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revenue needs to be greater than the total cost of producing the goods or providing the 
services. The business is then able to pay taxes ta the government for the 
services/infrastructure it provides, pay the owners for the money they have învested in 
the business, and buy more things to be used up in the business process. Other types of 
organisations such as not-far-profits and those in the public sector have slightly different 
practiees due to differing objectives, strategies and funding arrangements. 
In addition ta understanding where the money cornes from and what it is used for, 
discussed previously, it îs equally important to understand how to measure whether or 
not a business organisation is making a profit, and the strategie management processes 
utilised in an organisation. How a profit is made is discussed next. 
4.1 The profit triangle 
The easiest way in which to gain an understanding of how profit relates to the three 
concepts of gross margins, volumes and expenses is using the profit triangle as shawn in 
Figure 1.2. 
Figure 1.2 
The profit triangle 
(Source: adapted from Brooks, 2007, p.ll) 
Gross margins 
Volumes Expenses 
Before proceeding. it is helpful ta describe what is meant by the terms gross margins, 
volumes, expenses and profit. Note we are using these terms somewhat imprecisely 50 
you, at this stage, can gain a basic understanding of how profit is made. These terrns are 
discussed in detail in Chapter 3. 
• Gross mnrgins - the difference between the selling price and the cast price 
of the goods or services being sold. The selling priee is determined by 
what the market is prepared ta pay and, in part, the rate of return de5ired 
by the owners for the goods or services, not by their cast priee. The larger 
the gross margin, the larger the net profit can be, hence the importance of 
accurate casting and the need for cost control. 
• Volumes - the quantities of the things that are sold, measured in number 
of wlÎts. The units can have any number of descriptions depending on 
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the type of business and goods or services heing sold. Examples are 
kilograms, tons, metres, litres, hours, days and 50 on. 
• Eo/enses - the expenses inCllITed in running the business. Examples are 
rent, salaries and insurance. 
• Profit - is calculated by multiplying gross margins by volumes and then 
deducting expenses. For example, if we sell tyres for $100 and these tyres 
cost us $60, then our gross margin is $40. If our volumes in a certain 
period are 500 (i.e., tyres sold), then our gross margin (also ealled gross 
profit) is $20,000 ($40 x 500 tyres). If the expenses for the same period are 
$15,000, then we have made a net profit of $5,000 ($20,000 - $15,000). 
The above information would he presented in one of the finandaI statements of a business 
called an Income Statement or Statement of Financial Petfonnance. This statement 
records the income (sales revenue) received and then deducts the cost of sales to 
determine the gross margin or profit, from which expenses are deducted to get your net 
profit. This statement may ruso he referred to as a profit and loss statement. The 
important thing to understand is that gross margins, volumes and expenses can have an 
effect on each other and on the net profit/ surplus of the organisation. By changing the 
components of the profit triangle, we can increase, or decrease, the organisation's 
profit/surplus. However, our changes can also affect the degree of uncertainty and the 
Ievel of business risk, which also influence the profit an organisation can make. This 
impact,on profit is discussed-in Chapter 2 on internaI risk management and Chapter 4 on 
cost-volume-profit (CVP) analysis. 
However, organisations can rnake significant increases to profits by moving heyond 
adjusting the profit triangle. They look at the entire business process from a strategic 
management process perspective and seek to find what can he done entirely differently 50 
as to rnake significant profit increases. 
5. The strategie management proeess 
Ali managers agree on the need for planning: what is to be accomplished in their 
organisations and how this can he achieved. Furthermore, it is not possible to control 
anything without a plan against which actual phenomena (occurrences and/or results) 
can be compared. Nonetheless, in many organisations very little time is set aside for 
planning. The vast majority of many managers' time appears to he spent on 'putting out 
fues', that is, solving problems as they occur (reactive action) rather than taking proactive 
action by devising procedures for the early detection of problems and taking preventive 
action. Barly detection of a problem reqUÎres a proactive approach towards business that 
is results-orientated. The highest level of this results-orientated approach is known as 
strategie management, which involves the development of strategie plans as weil as the 
setting up of 'control systems' to monitor the factors essential to the realisation of various 
subsidiary plans. 
The development of strategic plans involves looking at the organisation as a whole, and 
once this whole is understood, looking at the business organisation in the context of its 
broader environment. Extemal opportunities that the organisation can exploit are taken 
into consideration and plans are prepared to deal with extemal threats that exist at 
present or may present themselves in the future. 
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5.1 Identifying the business we are in 
Defining what business an organisation is in is not always easy, but creating a mission 
statement îs the first step in developing a strategie plan. Are computer manufacturers in 
the computer business (a product-orientated definition), in the information and data 
processing business (a computer-needs type of definition) or in the electronics business (a 
technology-orientated definition)? ls a coastal resort hotel in the acconunodation 
industry, the tourism industry or the entertainment industry? (Brooks, 2007) 
The definition of what business an organisation really is in can be addressed by 
answering these questions: 
1. What customer needs is being satisfied? 
2. Who are the customer groups that are being satisfied? 
3. How customers' needs are being satisfied? 
Le., what technologies are used and what fimctions are performed? 
Defining an organisation's business in terms of what to satisfy, who to satisfy and how 
the organisation will go aboût producing the satisfaction, forces managers to look at their 
customers as weil as establishing exactly what the organisation is about. The answers to 
these three questions constitute the three components of an organisation's mission 
statement. ln addition, business definitions must he narrow enough to define the real 
area ofJmsiness interest in order to serve as boundaries within which managers can foeus 
their planning efforts. For example: alcoholic beverages is a broad definition, while heer 
would he a narrow one; restaurants îs a broad definition, while fast food outlets would he 
a narrow one; and travel and tourism is a broad definition, while scenic tours would he a 
narrow definition. 
5.2 Developing the mission statement 
As mentioned, the mission statement has three components: 
1. The specifie needs served by the organisation's produets. 
2. The targeted customer groups. 
3. The technologies and functions the organisation employs in providing ifs products. 
In the past decade, organisation mission statements have, to a certain extent, fallen into 
dîsrepute because, firstly, they seem to be filled with platirudes and nice-sounding 
phrases rather than presenting challenges to management and other employees of the 
organisation. Secondly, the commitment of management to the mission statement is often 
transient, and they soon return to the pursuit of short-term objectives and 'putting out 
fues'. 
Notwithstanding these issues, if done properly, a mission statement will specify what 
activities the business organisation intends to pursue and what course management has 
chartered for the future. It also gives recognition to the needs of its internai and external 
stakeholders, its product strategy and its market strategy. The product strategy relates to 
the range of products offered by an organisation, and whether these products satisfy the 
needs of the organisation's target market with respect to product choîce, quality, 
technology and priee. The market strategy relates to the organisation's target market and 
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its capacity to service and grow that market, and should he mutuaUy complementary with 
the product strategy. 
A well-conceived mission statement has real managerial value in that il: 
• Crystallises top management's view about the business's long-term d irection and 
development. 
• H elps keep the functional orientation of lower-level managers on the right path. 
• Communicates an organisational purpose and identity that can rnotivate 
ernployees and provide challenges with wruch they can identify. 
• Helps managers avoid visionless or aim1ess management. 
• Helps a business organisation prepare for the future. 
As such, a mission statement should indude short-range strategies, in addition to its long-
range strategies, in respect of its objectives 50 as not to become too abstract to employees 
al lower levels in the organisation . These organisational objectives need to he clearly 
identified. 
6. Identification of the organisation's objectives, strategies 
and stakeholders 
Jt would he taking too simplistic a v iew to consider a business organisation' s priorities 
rnerely in terms of profitability. Business organisations are now recognised as having a 
broader role to p lay in society and their managers must recognise the responsibilities that 
the organisation has to the communities w ith which it interacts, the interests of customers, 
and any impact its operations may have on the natura! environment. Even so, a business 
organisation's management cannot decide upon the means of accomplishing anything 
(the strategies and operational activities) before knowing the objectives that are to be 
accomplished. Consequently, a proactive approach towards business that is results-
orien-tated is essential in deciding organisational objectives, strategies and operational 
activities. 
6.1 Identifying the organisation's objectives, strategies14 and operational 
activities 
There are three results-orientated levels that management need to distinguish between 
druing the identification process: societaJ outcomes or objectives; organisational outputs 
or strategies; and internal operational activities or inputs. Ali of these have associated 
business related risks. 
14 Due to the focus of this ix>ok on understanding business organisations and how 
management accounting fits within and works with the organisation's environment, which 
has 'varying degrees of uncertainty' and levels of 'total organisational business risk', no 
attempt is made to classify strategies or strategy in terms of strategie positioning strategies, 
strategie typologies and strategie missions (e.g., Langfield-Smith, 1997). 
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6.1.1 An organisation 's objectives 
Management need to take a w ide-angled societal view (hereafter mega-view) of business 
opportunities and problems in determining the organisation's objectives. In addition, 
they should extend the organisation's current objectives into the future and seek new 
organisational purposes. This mega-view takes factors from outside the organisation such 
as clients, other external stakeholders, and society into account in determining the 'total 
organisational externat business risk'. [n this mega-view, the primary beneficiary is 
society and results are outcomes orientated. That is, management is concerned with the 
usefulness and impact of what the organisation delivers to externaJ clients (Kaufman, 
1992). 
6.1.2 An organisation's strategies 
Once the organisation's objectives are known, it is possible for management to concentrate 
on determining the strategies for achieving its objectives. Here management need to 
determine whether society is satisfied with the organisation and then use the feedback to 
make the organisation more successful by concentrating on a reaUty-based "~OUStiC view 
(hereafter macro-view) of the organisation itself. This macro-view takes internaI factors 
such as its 'total organisational (human and non-human) resource capacity' and the 'total 
organisational internai business risk' into account. ln this macro-view, the primary 
benefidary is the organisation itself and resul ts are outputs orientated. That is, 
management is concerned with the quality of what the organisation delivers to its external 
clients (Kaufman, 1992). Let US consider how managers review an organisation's product 
strategy and its marketing strategy. 
ln order to review an organisation's.prodllct strategy, managers will need to review their 
existing range of goods and/ or services and ask questions such as: 
• Does the company offer a wide or narrow range of products? 
• 1s the range of products consistent with satisfying the needs of the market on 
which it intends focusing? 
• Is the quality of products being offered appropriate to the needs of the target 
market? 
• Is the level of technology being offered appropriate to customers? 
• Are the prices that the business needs to charge in order to meet its profit 
objectives consistent with what the target market is willing to pay for those 
products? 
The marketing strategy should complement the product (goods and/or services) strategy 
and managers will need to ask questions such as the foUowing in order to review the 
marketing strategy: 
• ls the defined target market consistent with the range, quality and priee of the 
products that the business has to offer? 
• Does the business have the 'total firm (human and non-human) resource 
capacity' to render the service levels necessary to augment the products being 
offered? 
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• Does the market being targeted provide the potential to allow for the growth 
plans that the business may have? 
Once the organisation's strategies, which formulate how the organisation wiU achieve its 
objectives, are reviewed and finalised, they need to be operationalised via the 
organisation's operationaJ activities. 
6.1.3 An organisation's operational activities 
Operational activities, which embrace and implement strategies, require management to 
take a reality-based acromplishment view (hereafter micro-view) of the organisation's 
divisions', small groups' and/or individual employee's performance. The time horizon 
within this micro-view is short-term, generally measurable in units of weeks or months. 
ln this micro-view the primary beneficiary are the people within the organisation who 
perform the various operational activities that are orientated towards providing products 
(services and/ or goods). Thus, results are enabling and accompüshmen t orientated. That 
is, management is concemed with the quality15 of the product (service and/ or good) that 
an individual or small group within the organisation are able to deliver. Furthermore, 
management is concerned with both economy and productive efficiency16 of the methods 
and procedures used by an individual or small group within the organisation. Thus, the 
micro-view is not outputs and outcomes orientated, although it contribu tes to their 
effective and efficient eventual accomplishment via the development and enablement of 
the organisation's human resouIces (and if appropriate, also non-human resources) 
(Kaufman, 1992). 
The proactive and results-orientated approach to identifying objectives, strategies and 
operational activities outlined above helps identify what should he and what could be. In 
doing so, it ensures the organisation's strategies are focused and the organisation's 
operational activities are properly designed to be effective and efficient in ultimately 
accomplishing the organisation's objectives (Kaufman, 1992). A top-down approach 
designed to align the organisation's operational activîties with its mission/goal(s}, 
objectives and strategies is presented in Figure 1.3 on the next page. 
The development of an o rganisation's objectives is driven by the organisation's mission 
statement and goal(s). The strategies evolve as means of operationalising the 
organisation's objectives to enable achievement of the mission and goal(s). Through 
development of the organisational strategies, the operational activities necessary to 
achieve the strategies are defined. Hence, the top-down approach to organisational 
structuring provides the basis for linking operationaJ activities, through strategies to 
objectives and the organisational ntission achievement. The triangular shape of Figure 1.3 
also reflects the progressive growth in strategy planning and operationaJ activity 
15 Quality is about effectiveness and ts intemally managed and controlled for. However, the 
quality of the product is extemally assessed against actual outcomes and thus extemally 
determîned. 
16 Efficiency concems the economic relationship between planned inputs and actual inputs, 
and the productive relationship between actual inputs and actual outputs. lt is intemally 
managed and contToUed for and must be assessed against actual oukomes in achieving 
organisational effectiveness. 
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complexity. The performance measures should also he developed on a top-down basis 
because the identified outcomes (objectives) should define what is to he achieved 
(measured) and they (performance measures) will also grow in number as they are 
deveJoped down through the organisation. 
t 
t 
Figure 1.3 
An organisation's performance measurement development and 
implementation environment 
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ln the past, a majority of management and management accounting focus was on 
efficiency and, to sorne degree, economy as indicated by the operational activity-level 
performance measures. The focus on efficiency and economy did not necessarily indude 
effectiveness and very rarely considered equity issues outside of the owner's interests. It 
is great to be efficient at delivering your product to market but if no one desires that 
product then your efforts are not effective. Effectiveness (of business strategy), efficiency 
(of operational activities - that is ecollomy in acquisition of inputs and productive in 
processes and throughputs to outputs) and equity (in societal behaviour and resource 
allocation) should never he used in isolation as perfonnance indicators as they are ail 
inter-related (Chambers, 1976). Figure 1.4 on the next page provides a simple 
representation of these performance measurement inter-relationships within 
organisational p lanning. 
Having decided upon the means of accomplishing the organisation's objectives it is now 
feasible that management concentrate on the organisation's initial 'control systems' design 
and implementation (discussed in more detai} in Chapter 2). This control system w ill 
meet the decision information needs of the organisation in teTms of past, current and 
future decisions, as influenced by the 'objectives, strategies and operational activities' of 
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the organisation. Control systems need to provide the organisation with the capacity and 
ability to manage the consequences of those past, current and future decisions in 
achieving and maintaining an 'acceptable level of organisational business rislÇ. ln 
addition, within each of the three views (mega-, macro- and micro-) the stakeholders and 
their needs have to he identified. This identification is discussed next. 
Figure 1,4 
A performance measuremenVorganisational planning inter-relationship 
framework 
(Source: adapted from StaWlton 2003, p. 402) 
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6.2 Identifying the organisation's stakeholders and their needs 
The word 'stakeholders' refers to those who have a daim, investment, share or 
lnvolvement in or with the business organisation. In other words, anyone that will he 
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affected by the organisation either directly or indirectly may he considered a stakeholder. 
The range of stakeholders will vary from organisation to organisation, but the following 
are generaUy considered stakeholder groups: investors, employees, customers, suppliees, 
financiers and the community. 
Investors, who risk their capital by investing in a business, seek to obtain a better return 
than alternative investments offer, together with a potential for growth in those returns. 
Sophisticated investors do not seek to maximise their retums at the expense of other 
stakeholders as they realise that by sharing retums from an organisation, the organisation 
will grow in the longer-term, giving them a growth in earnings. 
The well-heing of employees is connected to the well-being of the organisation. In most 
developed countries, there has existed an adversarial relationship between employees and 
employers. This generally arises because of a lack of understanding of the nature of an 
organisation on the part of employees and the treatment of empIoyees as a commodity 
(i.e., units of labour) by the employers. ln a successful organisation, employees are able ta 
identify with the organisation's goal(s)/m.ission and objectives. Employees clearly 
understand their role in achieving the organisational objectives, and are given a direct link 
between their personal goals and those of the organisation. 
An organisation cannot exist without customers or clients. Apart from the obvious 
factors such as appropriate qualîty products at reasonable priees (value-for-money), being 
a reliable supplier, providing finance and good backup service, an organisation needs to 
identify with the longer-term goals of its customer. This it does through appropriate 
business strategies, such as taking into account the changes in technology with which the 
customer is faced. 
Suppliers need to he kept abreast ·of the objectives and intentions of the business 
organisation in order to he able to adapt their goods/service packages ta suit the needs of 
the organisation. In the longer-term, an honest approach to dealing with suppliees will he 
beneficial. This means not playing off one supplier against another for short-term input 
cast benefits. Making a supplier a 'partner' in a mutually beneficial relationship shouJd 
he part of an organisation's strategies. 
In cases where organisation owners do not have ail of the capital necessary to start a 
business, or when additional capital is required to finance expansion or continue 
operating, there is a need to obtain finance or fonds extemal1y. Organisations need to 
cultivate the same type of relationship with these financiers as suggested above for 
suppliers of other resollrCes (Bradshaw a Brooks, 1996). lt is no different for public sector 
organisations. There, the funds are allocated via the parliamentary process in 
consideration of a public sector organisation's other revenue strearos (if they exist). The 
network for these organisations is the public they serve and the politicians who represent 
them. A complexity that public sector organisations are confronted with, which private 
sector organisations are not, is that the customers of publ ic sector organisation are also the 
owners. For private sector organisations, it is more likely that the owners will he a very 
small proportion of the customer group or stakeholders. 
The community indudes those individuals or groups of individuals who, white they do 
not have direct links with the business organisations, are affected by the objectives and 
intentions of those organisations. The impact of the dosure of a manufacturing plant on a 
community where there are no altemate sources of supply (or employment) is an example 
of a factor that needs to he considered in the strategie management process. Other factors 
to he considered are the impact of waste disposal on the natural environment, or on the 
Management accounting: its role in managing organisations' business risk and Olher environments 21 
health of people Living in the area. Social responsibility is now a necessity rather than a 
choice. Organisations need to develop social responsibility as this can have a significant 
impact not only on environmental and community health, but also on the market p lace 
and market place perceptions. Figure 1.5 provides one view of this relationship in terms 
of organisational accountability. 
These stakeholder groups have a diverse range of needs. The key to successful business 
organisation strategies is to recognise the different needs of stakeholders, build on the 
areas of common interest, and seek ways of minimising areas of conflict. The most 
common cause of conflict between an organisation and its stakeholders îs a focus by 
managers on short-term results. Managers themselves are not entirely to blame for this. 
Their performance is often measured only on short-term performance of the organisation 
by investors. Employees in turn may seek immediate relief from the pressure placed on 
them by rising commodity and other priees. They see organisations as either money-
making or service-providing machines that can pay them higher wages or provide 
services on demand. In contrast, financiers tend to seek high retums at low risk in order 
to maximise their profits, rather than adopting a long-term partnership approach. These 
potential conflicts requîre a proactive and results-orientated approach towards the 
business organisation's strategic management process. Such an approach should identify 
areas of potential conflict, and address them in a manner that wiU produce mutually 
rewarding outcomes for the stakeholders, who are part of the organisation's 
environments. 
Figure 1.5 
The accountability opcrating environment and broad operational relationships 
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7. Assessing the organisation's environment 
The SWOT analysis provides a useful framework for assessing the business organisation's 
internal and external environment. A SWOT analysis considers the foUowing factors in a 
rnatrix (ASjNZS 4360:2004; Gay & Sirnnet, 2005): 
5 Strengths based on its internai environmental factors (+ve risk) 
W Weaknesses based on its internai environmental factors (-ve risks) 
o Opportunities based. on its extemal environmental factors (+ve risks) 
T Threats based on its extemaI environmental factors (-ve risks) 
The strengths and weaknesses refer to the internaI aspects of the organisation as 
compared to both the competi tion and the expectations of the market place and/or 
regulation and govemment requirements, i.e., what the organisation is relatively good at 
or bad at doing. This analysis of the organisation has to he done realisticaUy and 
honestly. It must aIso be done in the context of the organisation's 'objectives, strategies 
and operational activities', as these will indicate which areas of strength or weakness are 
likely to prove important in the future. A swar analysis will also highlight the 
differences between the long-term, unchanging 'mission statement' of the organisation 
and the more definitive and practically achievable organisational objectives. Accordingly, 
sorne objectives will need to be modified in light of the SWOT analysis and also over time . 
.. 
The need to modify objectives is particularly true as a consequence of the analysis of the 
external environment, which aims to highlight external opportunities and extemal threats 
(potential constraints) for the organisation. Previously established organisational 
objectives may clearly be seen as unachievable in the light of this analysis, or the 
identification of new future opportunities may reveal that existing objectives are set at too 
Iowa level. It is important that the identification of these opportunities and threats take 
into account aIl of the relevant external environmental factors and the inter-relationships 
that may exist between them. This is particularly so in terms of strategy constructs and 
the -Wlderlying activities, which operationalise strategies ln achieving 
objectives/outcomes. 
Due to the broad range of both extemal and internai factors, there is the danger that the 
SWOT analysis becomes an unrnanageably long List of Wlweighted factors, aU of which 
can appear to he of equaI significance. The SWOT analysis technique should be seen as an 
aid to the strategie management process and not as an end in itself. This is true of aU the 
concepts and techniques we discuss in this book, and they need to he used/applied 
correctly with good managerial judgement. Accordingly, if the SWOT analysis, i.e., 
situation review, is to be of assistance in the strategie management process, then the 
technique needs to he correctly and intelligently applied. That is, the various factors 
should he ranked in order of importance and priority 50 that only the main issues are 
included in the SWOT matrix. It is also vital that a balanced matrix is developed, 
including strengths as well as weaknesses, and opportunities as weB as threats. Note, 
however, when an organisation carries out swar analysis for the ficst time, it is not 
unusual for the initial draft of the matrix to be very unbalanced. 
The strategies selected as a result of the SWOT analysis processes should build on and 
develop the business' s internai strengths. They should eliminate or minimise the impact 
of potential external threats, and the identified extemal opportunities should be used to 
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reduce the significance of the internal weaknesses. If looked at in this way, the situation 
review should highlight those areas of the business and its internaI and external 
environment which are critical to the achievement of its mission/ goal(s) and objectives. 
Assessing organisations' internal and external environments by employing a SWOT 
analysis, conducted on a regular basis, should avoid major restructures and re-
engineering of organisations such as those that occurred during the 1980s and early 199Os. 
In these cases, organisations had lost their way either through losing sight of their core 
business, or through realising that their core business had changed. 
The activities an organisation undertakes are created as a result of the mission/ goal(s) 
and objectives identified by the owneIS and crea tors of the organisation and are detined in 
terms of what these actoIS perceive to he a business opportunîty for which the rehun risk 
is reasonable or acceptable. However, the activities are also central to managing and 
controlling the external business environment exposure and the uncertainty and risk 
associated with that exposure as weIl as the internal operating envirorunent risk exposure. 
The determinants of what activities an organisation undertakes are externally driven by 
the organisation's business strategy choices in combination with its internal operating 
strategies, which have been designed to control the internal operating environment risks 
as weil as maintain and/or minimise external business risks. While operational activities 
are identified and defined from a top-down perspective (mission/ goal(s), objectives, 
strategies and operational activities as illustrated in Figure 1.3), their focus tends to be 
bottom-up (inputs, processes, outputs and then outcomes). In an effective and efficient 
organisation that focuses 9n outcome optimising there will be minimal process 
duplication and hence individual operational processes and activities contribute to more 
than one strategy and to multiple objective outcomes or achievements. The smaller the 
organisation, the more likely this is the case. 
How operational activities are managed and controlled is central to optimising 
organisational performance. The focus of this book is on the design, function, operation 
and application of sorne of the frameworks, costing and control techniques, and tools that 
organisations can ernploy to minimise their degree of risk and uncertainty exposure. Risk 
exposure for an organisation is usually generated as a result of the relationships it enters 
into ·in operationalising its business strategies. These relationships are the primary 
sources of the types of risk that an organisation will be exposed to in conducting business. 
8. Chapter summary 
Organisations exist because of îdentified customer or client needs. Past, present and 
future customer and client requirements shape organisational goal(s)/mission, objectives, 
strategies and operational activities. By attempting to provide a sustained basis to being a 
preferred product supplier of an identified customer or client group, an organisation must 
recognise the needs of this group in its goal(s)/mission formulation. ln order for the 
organisation to achieve its goal(s)/mission it must develop objectives that coyer a 
meaningful and manageable period of time. For most organisations, a meaningful and 
manageable period of time might translate to an annuaily rolling three to five year time 
horizon. For organisations such as water utilities, the time horizon might extend to 25 
years due to water infrastructure having up to a 140-year useful lue (Hunt, 2000). 
Through a combination of the objectives constructed and the management period focus, 
the organisation is then able to develop a range of short-, mid- and longer-term strategies 
to operationalise the objectives. It is the operational activities identified through the 
organisation's strategies that are the focus of this book. More specifically, the focus is on 
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the techniques, tools and frameworks that organisations' employ to monitor, control and 
manage these operationa! activities so as to optimise organisations' performance and 
manage organisations' business and operating risk exposure. A bird's eye-view of the 
structure of this book to achieve this end is provided in Figure 1.6 on the next page. 
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Figure 1.6 
Book Overview 
THECONTEXT 
• The organisation's internai opcrating cnvironrncnt 
• Management aceounting tcehniqucsltools and frameworks for 
optimising organisation pcrfonnance and managing business risk 
CHAPTER FQCUS 
1. Management acwunting: its role in managing organisations' 
business nsk and other envirorunents 
2. Internai risk management, strategy, costing and control 
3. Cost and cxpcnse classification, behaviour, and risk within the 
internai environment 
4. Cost-volume-profit relationships, analysis and risk management 
5. Risk and control in variable and absorption costing and for service 
departrncnt activities 
6. Activity-based costing, control and risk managemcnt 
7. Specific-order management: costing, control and risk management 
8. Operations management, eosting, control and the risk environment 
9. 10inl- and by-product management, cosling, control and risk 
10. Budgeting, control and risk managemcnt 
J 1. Flexible budgeting and activity-bascd budgcting in thc internaI 
environ ment 
12. Variance analysis for pcrfonnance reporting, risk management and 
control 
BOOK OBJECTIVES 
1. Introduce the internai and external organisational risk management 
environments. Establish the setting for exarnining management 
accounting in the context of the organisation's internai operating 
environmenl. 
2. Introducc costing and control as tools for perfonnance and 
management 
3. Under.;tand cost behaviour implications within the organisation's 
internai opcrating cnviroruncnt 
4. Understand C-V-P analysis & application as management decision 
making tool and risk assessmenl technique for ail organizalions 
5. Understand the decision value and risk management implications of 
eosting ehoiccs 
6. Understand and apply managemcnt aeeounting tools and 
frameworks for managing and conlrol1ing common and scrvice 
activities and their implications for risk management 
7. Understand and apply an activity-bascd-costing approach 10 
managing overhead costs and thcir prieing implications for risk 
management 
8. Understand and apply costing and controltools and frameworks in 
managing perfonnance and risk in a specific-order environ ment 
9. Undcrstand & apply costing & control tools & frameworks in 
managing pcrfonnance and risk in a process production 
environ ment 
10. Understand and apply cosling tools and frameworks in ajoinl- and 
by-product management and risk environment 
11 . Understand budgets, thcir creation, and application to planning and 
management decision making for pcrfonnancc and business risk 
management 
12. Build your understanding of the budget as an internai perfonnance 
monitoring and risk management tool 
13. Understand and apply tools for segmenting budget and actual 
infonnation in employing variance analysis as a perfonnance 
monitoring, planning review, and risk management 1001 
14. Understand and be able to engage in debate over the bchavioural 
consequcnces of diffcrent management accounting, costing, and 
control practiccs, and their organisation perfonnance and risk 
management implications 
A 
S 
S 
E 
S 
S 
A 
N 
o 
R 
E 
V 
1 
E 
W 
26 Chapter 1 
9. Key references and other further research readings 
ASjNZS 4360:2004 'Risk Management' standard. Third edition released in 2004 by the 
Austral ian standards and New Zealand standards setting bodies. Jointly published by 
Standards Ausrralia [n ternational Ltd, Sydney, and Standards New Zealand, 
Wellington. 
Bradshaw, J. and M. Brooks. (1996) Business Accounting and Finance for Managers and 
Business Students, Juta & Co. SA. 
Bradshaw, J., Hills, J., Hunt, C, & Khanna, B. (2007). Can budgetary slack still prevail 
within New Zealand's New Public Management? Centre for Accounting, Governance and 
Taxation Research (CACTR) Working Paper Series, Wellington, CAGTR WP no. 53. 
Brooks, M. (2007). A Business approach to Operational Finance, Accounting and Financial 
Management Jor Non-Financial Managers, S'Ir Edition. MBAssociates. Johannesburg. SA. 
BrowneU, P. (1982). A Field Study Exarnination of Budgetary Participation and Locus of 
Control. The Accounting Review, 57, pp. 766-777. 
, 
Brownell, P. (1987). The use of accounting information in management control. ln Ferris, 
KR, and Livingstone, J.L., (Eds.) Management planning and control: the behavioural 
foundations. Ohio, Century VII. 
Brownell, P. & l-lirst, M. (1986). Reliance on Accounting Information, Budgetary 
Participation, and Task Uncertainty: Tests of a Three-Way Interaction. Journal of 
Accounting Research, 24, pp. 241-249. 
Chambers, RJ. (1976). The Functions of Published Financia l Statements, Journal of 
A ccounting and Business Research, Spring, 83-94. 
Oarke, F. & Dean, G. (2007). Indecent Disclosure: Ci/ding the Corporate Liliy, Cambridge 
University Press, Melbowne. 
Clarke, F. Dean, G. & Oliver, K. (2003). Corporate Collapses: Accounting, regulatory and 
ethical fai/ure, RE, Cambridge University Press, UK. 
Edler, F. (1937). Cost Accounting in the Sixteenth Century. TIte Accounting Review. 
September. pp. 226·237. 
Edwards, J.R (1994). A History of Financial Accounling. Routledge: London. 
Edwards, J.R. & Newell, E. (1991). The development of industrial cost and management 
accounting before 1850: A survey of evidence, Business History, 33(1), 35-57. 
Fowler, CI. (2006). Financing. Accounting and Accountability in Colonial New Zealand: 
the Nelson School Society (1842-1&52). Centre for Accounting, Govemance and Taxation 
Research (CAGTR) Working Paper Series, Well ington, CAGTR WP no. 49. 
Fowler, C J. (2008). Performance Management, Budgeting, and Legitimacy in Primary 
Educational Organisations. Paper presented at the lst Global /\ ccounting and 
Organisational Change Conference, Melbourne, Australia, 9-11 JuJy 
Galbraith,J. (1973). Designing Comp/ex Organizntions. Reading. MA, Addison-Wesley. 
Gay, G. & Simnct, R (2005). Auditing and assurance seroiœs in Australia. Sydney, McGraw-
Hill. 
Goldratt, E.C (1990). Tlle theory of constraints. New York, North River Press. 
Hunt, C. (2000). Transposing of Watcr Polides from Developed to Developing Countries: 
The Case of 'User Pays', Water Resources Journal, United Nations, June, pp 86-100. 
Management accounting: its role in managing organisations' business risk and other environments 27 
lASB, (2008). Emmission Trading Schemes, lnternational Accounting Standards Board, 
England. january. 
Johnson, H.T. & Kaplan, RS. (1991). Relevance Lost: The Rise and FaU of Management 
Accountîng (paperback ed.): Harvard Business School Press. 
Kaplan, RS. & Norton, D.P. (2001). The Strategy-Focused Organization: How balanced 
scorecard companies thrive in the new business environment. Harvard Business School 
Press. 
Kaufman, R. (1992). Strategic planning plus: An organizational guide, Sage Publications. 
Khanna, B. (2007). Lucas Padoli: Should bis Role as 'Father of Accounting' be reassessed? 
Paper presented at the 30th Annual Congress of the European Accounting Association(EAA), 
Lisbon, Portugal, 24-27 April 
King, M., (2003). The Penguin History afNew Zealand, Penguin Books, Auckland. 
Langfield-Smith, K. (1997). Management Control Systems and Strategy: A Critical Review. 
Accounting, Organizations and Society, 22, 207-232. 
Leung, P. Coram, P. Cooper, B. Cosserat, G. & Gill, C.S. (2004). Modem Auditing and 
Assurance Services, 2nd edition, John Wiley & Sons, Brisbane. 
, 
McKendrick, N. (1970). Josiah Wedgewood and Cost Accounting in the lndustrial 
Revolution. Economie History Review. 23. pp. 45-67 
Marginson, D.E.W. (1999). Beyond the budgetary control system: towards a two-tiered 
process of management control. Management Aeeounting Research, 10, 203-230. 
Mills, G.T., (1994). Early accounting in Northem Italy: The role of commercial 
development and the printing press in the expansion of double entry from Cenoa, 
Florence and Vernce, The Accounting Historians Journal, 21(1), 81-96. 
Ot1ey, D. (1980). The contingency fheory of management accounting: Achievement and 
prognosis. Aecounting, Organizations and Society, 5, 413-428. 
Otley, D. (1999). Performance management: a framework for management control systems 
research. Mllnagement Aecounting Research, 10,363-382. 
Perrow, C. (1961). The Analysis of Goals in Complex Organizations, Ameriean Sodological 
Review, Vol. 26(6), December, 854-866. 
Perrow, C. (1967). A Framework for the Comparative Analysis of Organizations. American 
Sociologieal Review, Vol. 32, No. 2, April, 194-208. 
Simons, R. (1990). The role of management accounting in creating competitive advantage: 
new perspectives. Aeeounting, Organizations and Society, 127-143. 
Simoos, R (1991). Strategic orientation and top management attention to control systems. 
Strategie Management Journal, 12, 49-62. 
Sinclair, K. (2000). A History of New Zealand, 4th ['evised edition, Pengu.in Books, Auckland. 
Staunton, J. (2003) A statement of accounting concepts for level 1 of the conceptual 
framework? Abacus, 39(3), 398-414. 
